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REVERSAL OF SIMPLOT DECISION LETS MULTI-CLASS SHAREHOLDERS BREATHE MORE EASILY
In a 1999 estate tax decision that was much criticized by the appraisal community at the time, the Tax Court assigned a per-share value to the voting shares of J. R. Simplot Co. held in the Estate of Richard Simplot that was 63 times as high as the value assigned to the Company's non-voting shares, Estate of Simplot v. Commissioner (112 T.C. Nol 13 (1999)). In a two-to-one ruling handed down on May 14, 2001, the Ninth Circuit Court of Appeals reversed this decision and remanded it to the Tax Court for entry of judgment in favor of the taxpayer.(Estate of Simplot v. Commissioner No.00-70013).

J. R. Simplot Co., based in Boise Idaho, processes frozen food, in particular, potatoes. The Company, in fiscal 1993 had sales of $1.2 billion and net income of $38 million. The equity value of the Company was found by the Tax Court to be $830 million.

Simplot stock consisted of 76.445 shares of Class A (voting) stock and 141,288.584 shares of Class B (non-voting) stock. Both classes are entitled to dividends, although through the valuation date, none had been paid.

The Decedent, Richard Simplot, owned 18 Class A shares, representing 23.55% of the class, and 3,942.048 shares of Class B stock, representing 2.79% of the class. The rest of the Company's shares were held by other Simplot family members.

A simple division of the equity value of the Company by the total number of shares outstanding would produce a per-share value of $5,871. The Tax Court felt, however, that the Class A shares, because they had voting rights, were worth more per share than the Class B shares. To reflect this greater value, the Tax Court assigned a premium to the Class A shares equal to 3% of the equity value of the company, or $24.9 million. Dividing this premium by the 76.445 shares of Class A stock outstanding gave each Class A share a premium of $325,724. The Court then added this premium to the $5,871 basic value and deducted a 35% discount for lack of marketability to produce a value of $215,539 for the Class A shares. The Class B stock was valued at $3,417 per share. The ratio between the values of the two classes was 63 to 1!

The Court of Appeals cited three errors in the Tax Court's reasoning. First, in justifying a control premium for a minority (23.55%) block of voting stock, the Tax Court supplied “imaginary scenarios as to who the purchaser might be, how long the purchaser would be willing to wait without any return on his investment, and what combinations the purchaser might be able to effect with Simplot children or grandchildren.... In violation of the law, the Tax Court constructed particular possible purchasers.”

The second error was to determine what premium might be applicable to the Class A shares as a block and then allocating this premium to the individual shares. “Doing so, the Tax Court valued an asset not before it -- all the Class A stock representing complete control.”

The third error was this: according to law, “even a controlling block of stock is not to be valued at a premium for estate purposes, unless the Commissioner can show that a purchaser would be able to use the control 'in such a way to assure an increased economic advantage worth paying a premium for' (Ahmanson Foundation v. U.S., 674 F.2d 761, 770 (9th Cir. 1981))...No 'seat at the table' was assured by this minority interest; it could not elect a director.”

The Court of Appeals concluded as follows: “In Richard Simplot's hands at the time of transfer his stock was worth what a willing buyer would have paid for the economic benefits presently attached to the stock. By this standard, a minority holding Class A share is worth no more than a Class B share.”

The J. R. Simplot Company is a rather extreme example of a company controlled by a class of stock which represents a very small proportion of the total number of shares outstanding (in this case, 1/20 of 1%). The valuation logic that the Tax Court applied to Simplot has the potential of leading to some extreme conclusions as to the relative values of voting and non-voting shares for other companies with small voting share classes. If the Ninth Circuit doctrine on Simplot holds and spreads, this concern may be put to rest. 

NEW BUSINESS COMBINATION RULES PUT FOCUS ON INTANGIBLE PROPERTY VALUATION
The Financial Accounting Standards Board (FASB) is now engaged in the final stages of its Business Combinations Project. This project, which was undertaken in 1996, will lead to a series of pronouncements which will dramatically change the way companies report business combinations in their financial statements. Not all of the details have been ironed out yet, but we do know some of the broader outlines of the FASB's thinking.

The pooling-of-interests method of accounting for business combinations will be eliminated, effective June 30, 2001. Transactions after June 30 must use the purchase method. It is likely that, under the new rules, acquirers will no longer be required to amortize goodwill acquired in an acquisition. In place of the amortization of goodwill will be a requirement that companies perform an annual “impairment test” on all acquired reporting units. An impairment test is a comparison of the fair value of the reporting unit to its carrying amount on the books. If the fair value of the reporting unit is less than its carrying amount, an impairment loss will be recognized and goodwill will be adjusted downward.

It is clear that these new business combination accounting doctrines will put into high relief the concept of fair value, particularly as it applies to intangible business assets. The latest (2/14/01) FASB Exposure Draft of its proposed business combination standards defines fair value as follows: “Fair value of an asset (or liability) is the amount at which that asset (or liability) could be bought (or incurred) or sold (or settled) in a current transaction between willing parties, that is, other than in a forced liquidation or sale.”

The Exposure Draft goes on to describe acceptable methods for determining fair value. These include quoted market prices in active markets, prices for similar assets and liabilities, present value of expected future cash flows, option pricing models, matrix pricing, option-adjusted spread models, and fundamental analysis.

Beginning soon, intangible asset valuation is going to be a regular part of the portfolio of activities of accounting and financial officers, investment bankers, and others who deal with business combinations.

FAMILY LIMITED PARTNERSHIP ISSUES TESTED IN JONES V. COMMISSIONER
A recent Tax Court decision, Jones v. Commissioner (116 T. C. No. 11, March 6, 2001) has shined the spotlight on a number of issues that are important to practitioners who are involved in setting up family limited partnerships. Of particular interest is the way that this case dealt with issues of valuation discount, built-in capital gains tax, and the application of §2704(b).

On January 1, 1995, W. W. Jones II formed two Texas partnerships to serve as family limited partnerships for holding certain ranch properties. The first, JBLP, was set up with his son as general partner. Immediately after formation, Jones transferred by gift an 83.08% limited partnership interest in JBLP to his son. The other partnership, AVLP, was set up with his four daughters. Immediately after formation, Jones transferred a 16.915% limited partnership interest in AVLP to each of his daughters.

The IRS determined a $4,413,000 deficiency in Jones' 1995 Federal gift tax return. Among other things, the IRS challenged the value ascribed to the gifts by the taxpayer.

Jones' appraiser, in valuing the gifted limited partnership interests in the two partnerships, deducted from the value an amount he attributed to built-in capital gains on the underlying properties. He argued that upon liquidation, the partners would have to pay taxes on these gains and that therefore it is appropriate to deduct a provision for the taxes.

The IRS argued that this capital gains tax could be avoided by use of a §754 election at the time of sale of partnership assets. If such an election is in effect, and the property is sold, the basis of the partnership's assets (the inside basis) is raised to match the cost basis of the transferee in the transferred partnership interest (outside basis). Thus, the transferee would be spared taxation on the gain arising from the low inside basis.

The Court concluded that it was likely that the partnerships would avail themselves of the §754 election, and that therefore it was not proper to make a deduction for built-in capital gains tax in the valuation. The Court distinguished this case from cases involving corporations, Eisenberg v. Commissioner (155 F. 3d 50 (2d Cir. 1998)) and Estate of Davis v. Commissioner (110 T. C. 530, (1998)), where built-in capital gains tax discounts were permitted, because corporations cannot avail themselves of the §754 election.

Jones' appraiser, in valuing JBLP, began with the appraised value of the underlying assets of the partnership and applied a “secondary market” discount of 55% and a lack-of-marketability discount of 20%. The IRS contended that no discounts should apply. The reasoning of the IRS was that under the JBLP partnership agreement a 51% or greater partnership interest has the power to remove a general partner and designate his successor. In effect, then the holder of the 83.08% partnership interest at issue here has the power to compel a liquidation of the partnership. The Court essentially agreed with the IRS position and assigned no secondary market discount and only an 8% lack-of-marketability discount.

In the case of AVLP, Jones' appraiser opined that a secondary market discount of 45% and a discount for lack-of-marketability of 20% should be applied in valuing the limited partnership interests. The IRS argued for a secondary market discount of 38% and a discount for lack-of-marketability of 7.5%. The Court settled on a secondary market discount of 40% and a discount for lack-of-marketability of 8%. The latter discount was warranted, the Court said, because of a provision in the partnership agreement which gives partners a right of first refusal to buy an offered interest and to pay for it over 10 years.

The IRS argued that restrictions on liquidation of both partnerships should be treated for gift tax valuation purposes pursuant to §2704(b) as “applicable restrictions” which must be disregarded when determining the value of the partnership interests. They argued that both partnerships contained provisions limiting liquidation that are more restrictive than those provided by Texas law.

The Court observed that the IRS argument on this point was the same as the one that had been rejected by the Court in Kerr v. Commissioner (113 T. C. 449, 469-474 (1999)). The IRS acknowledged as much, but argued that Kerr had been incorrectly decided. The Court concluded, laconically, “we find no reason to reach a result that is different than the result in Kerr.”

Among the lessons to be drawn from this case are that while substantial valuation discounts can be supported for a well-designed family limited partnership, there is a valuation risk to be wary of in giving absolute power to any one limited partnership interest. 
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